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TPA and Occam’s Razor

The Total Portfolio Approach (“TPA”) has gained increasing press and momentum since first entering the invest-
ment vernacular in the late 2010’s. At the highest level, TPA is cast as the next evolution of multi-asset portfolio
management whereby asset owners would move away from the traditional approach of building a portfolio of
investments based off expected return, risk and correlation. In addition, TPA shuns benchmarks as the means to
evaluate success. Instead, TPA seeks to align, manage and evaluate the portfolio as a single entity across time and
markets. This new approach would evaluate each investment based on its relative contribution to the total fund’s
objective rather than measuring success at the fund or asset class level relative to targeted benchmarks.

Why TPA?

The espoused case for moving from the traditional approach to TPA is three-fold. First, the global financial markets
today are more complex than they were when the seminal research on portfolio construction was published by
Brinson et al in 1986. Their research showed that over 93% of a portfolio’s variability could be explained by the
mixture of primary asset classes (equity, fixed income, cash). It is this research that forms the basis for building
and managing a portfolio comprised of various asset classes. However, today not only are there many manifesta-
tions of equity and fixed income exposures, but there are hybrid securities, overlay strategies, and unique expo-
sures such as reinsurance that may not fit well into the traditional approach. Second, investors today may have
goals that do not align with traditional measures of risk and return — mission-based investing for example. As a
goal driven framework for investing, TPA is a way to align a portfolio to a specific goal/objective or multiple
goals/objectives. And it’s a way to ensure that the investments are working together to achieve that particular
goal. Lastly, TPA is positioned as a way to improve governance by aligning data with objectives and streamlining
decision making to ensure that capital allocation decisions are made across the portfolio, aligned to the stated
goal(s).

Key Considerations

The core objective of TPA is reasonable. In fact, investing according to goals other than total returns has been
around for years. Corporate Defined Benefit plans, for example, have employed Liability Driven Investing (“LDI”)
for many years. LDl is an approach that seeks to minimize a portfolio’s variance from a pensions’ liability stream to
immunize the plan from movements in interest rates when adjusted for unique plan dynamics. Defined Contribu-
tion retirement plans have long utilized Target Retirement Funds (“TRF”) as a means by which employees can save
and invest according to their long-term goal of retirement. TRFs typically follow a glidepath whereby the invest-
ments are rebalanced and reallocated across time and market environments to 1) maintain expected risk expo-
sures and 2) evolve those risk exposures to correspond to a workers age (and by extension expected retirement
date).

While goals-based investing isn’t new, before an organization moves into TPA, there are several key challenges that
should be addressed. First is the issue of complexity. By moving to a risk management framework based on risk
factors, and the implications of systemic shocks, regime changes, non-linear changes and dynamic inputs, infor-
mation, data and alternative outcomes increase exponentially. Interpreting these and then incorporating the out-
put into the asset allocation process also increases complexity of portfolio management exponentially. Few invest-
ment committees are equipped today with the means to adequately assimilate this data and make informed in-
vestment decisions. The acquisition of this data, and the means to evaluate it come with increased costs.

Second is the issue of benchmarks. Simply put, a benchmark is a tool to assess whether a given strategy is per-
forming better than expected, as expected, or worse than expected. By eliminating benchmarks, transparency and
governance around the implementation of the portfolio at the strategy level is obfuscated. Consider for example



a portfolio with a goal of 8% nominal return. Under TPA, a large cap manager that returns 10% in a given period
would be considered accretive to that objective and therefore a successful investment. But what if that same active
manager underperformed a large cap benchmark by 1% over that same period? In the traditional portfolio con-
struction approach, a conversation would ensue regarding whether that manager was a reasonable investment or
whether the investor should utilize lower cost passive. In the optimized TPA portfolio, that transparency is absent
and the investor may not even know to ask the question about whether the fees and risk exposures are compen-
sated with outperformance. When incorporating strategies beyond traditional investments — Private Alternatives,
non-traditional exposures and strategies dependent on manager skill, moving away from the means to assess their
relative success vs an alternative approach means that accountability for investment performance is difficult to
ascertain. Yet these strategies are often the costliest to implement and therefore require the most rigor when
evaluating success. After all, if a Private Equity manager positions a fund as expected to outperform the S&P 500
Index by 3%, it would make sense to hold that manager accountable to that claim.

Lastly, the management of a portfolio under TPA runs the risk of crossing into the realm of Tactical/Dynamic Asset
Allocation. While goals-based strategies such as LDI and TRFs change the mixture of investments and exposures
over time, they do so based on clear, predefined metrics and outcomes. LDI changes the allocation across Key Rate
Durations as a pensions’ liabilities change. TRFs reduce equity exposure as a worker gets closer to retirement. In
contrast, a TPA approach that measures more and varied risks, using a dashboard or scorecard to track these risks
and the potential impact to the objective, will inherently lead to increased turnover and performance chasing. This
is because risks are uncertain, forever changing, based on forecasting which is impossible and dependent on the
model utilized. For example, if capital market assumptions are “dynamic, regime-dependent inputs that actively
inform strategy as they evolve'”, a portfolio must reallocate capital across managers, strategies and investments
based on those dynamic inputs. The key difference between traditional goals-based investing and TPA is that TPA
looks at forward looking market dynamics to make portfolio changes, based off anticipated changes to risk that

may impact the organization.

It’s well documented that Tactical Asset Allocation is not a long-term winning strategy. The academic evidence on
the failure of tactical/dynamic strategies is significant. The original work on asset allocation by Brinson et al showed
that tactical decisions detracted value. Subsequent work has repeatedly validated that view. For example, see
three recent pieces by Morningstar in which the performance of TAA funds was examined?. Investors moving to a
TPA framework need to ask themselves how they will guard against the temptation to constantly change invest-
ments based on anticipated changes to risk.

Occam’s Razor

Occam’s Razor is a concept that states the simplest answer is typically the best. It’s a way to strip out the complexity
and boil a problem down to the basics. When doing this, what we are left with is the core issue that must be
solved, and the solution tends to be straightforward. In statistics, financial modeling and risk analysis, recommen-
dations are often derived from massive data sets and run after run of computing. The output can suffer from any
number of statistical and analytical biases. Occam’s Razor tells us to strip all that away and look for the simple
patterns that emerge.

Rather than moving to a framework that increases complexity and cost, hides underlying manager performance
and increases the likelihood of performance chasing, institutions would be better off focusing on increasing trans-
parency, lowering fees and partnering with advisors who can clearly articulate the “why” behind every asset, and
every move in a portfolio. This is not to say that focusing on manager performance vs a benchmark is without risks.
It’s what you do with that information that is most important. Indeed, changing managers can be just as challeng-
ing as changing asset allocation. Oft-cited research by Amit Goyal and Suni Wahal (2008) tracked hiring and firing
decisions within institutional portfolios, finding that on average across nearly 4,000 institutional asset owners,
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decisions based on trailing performance resulted in more harm than good. Managers that were fired for under-
performing went on to outperform those that were hired to replace them?.

But benchmarks do provide a guide for whether you are getting the results you are paying for. If your managers
cannot outperform low-cost passive alternatives, then a serious conversation is worth having about where to
spend alpha, risk and fee budgets across a portfolio. And every decision has tradeoffs. An organization focused on
mission-based investing (“MBI”), for example, may want to build in additional metrics to gauge the effectiveness
of their organizational goal. But traditional total return objectives should not be abandoned. Most organizations
also want to balance the needs of today with the needs of tomorrow, which means outpacing spending and infla-
tion on average over time. Benchmarking the portfolio to a mixture of asset classes that achieves this objective
provides insight into the long-term success and viability of that organization, even as the MBI objectives may be
measured by alternative means.

Lastly, asset owners should spend more time focusing on cost, as limiting expenses is the one consistent way to
increase net returns. In a world where predicting the future for global capital markets, investment strategies and
managers is fraught with risk, limiting the fees you pay them can be a far simpler way to improve performance.
For example, according to data from Foundation Mark, across their most recent 990 filings, private foundations
reported? investment expenses ranging from a low of 3 basis points to a high of 153 basis points®. The median
across all foundations was 65 basis points. Trimming just 30 basis points from investment expenses could see a
$100 million portfolio grow by an extra $6.3 million over 10 years®. That’s money that could be reinvested into the
future growth of the portfolio or spent on the organization’s priorities/mission. No investment offers that kind of
certainty, whether employing TPA or not.

At its core, TPA is not a dangerous strategy that should be avoided. But neither is it a “golden goose” that will solve
the performance issues many institutions face. Those organizations looking to incorporate a version of TPA would
be well advised to go in with eyes wide open, ask themselves how they will address accountability and maintain
the best practices from decades of asset allocation and investment history.
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Past performance is not indicative of future results.

This document was prepared without regard to the specific objectives, financial situation, or needs of any particular
person or entity who may receive it. This analysis is for informational purposes only and is not intended to be an
offer, solicitation, or recommendation with respect to the purchase or sale of any security, nor a recommendation
of services supplied by any investment organization and does not include all factors that should be considered when
choosing an investment advisor or strategy.

This presentation is not investment, legal, tax, or accounting advice. Investors should consult with their own
professional advisors for advice on any investment, legal, tax, or accounting issue(s). While the information
contained herein highlights important data, it does not purport to highlight all dimensions of risk.

The information provided herein is based on matters as they exist as of the date of preparation, or otherwise
indicated throughout the presentation, and not as of any future date, and will not be updated or otherwise revised
to reflect information that subsequently becomes available, or circumstances existing or changes occurring after the
date hereof.

The information and opinions contained in this material are derived from various sources. No representations are
made as to the accuracy or completeness of the information set forth in these materials. The opinions expressed
are as of the date indicated and believed to be reliable. LCG assumes no obligation to update this information, or to
advise on further developments relating to it. LCG reserves the right at any time and without notice to change,
amend, or cease publishing the information.



